CHAPTER: Consumer Affairs Laws and Regulations

SECTION: OTS Mortgage Regulations

Section 315

Introduction

The Office of Thrift Supervison's (OTS) home
mortgage loan disclosure requirements are set forth
in 12 C.F.R. 560.210. On July 17, 1998, OTS re-
vised 8560.210 to conform its adjustable rate
mortgage disclosure requirements with a simple
cross-reference to the Regulation Z disclosure pro-
visions, which was issued by the Federal Reserve
Board under the Truth-in-Lending Act. Thisrevi-
sion does not affect the function of promoting safe
and sound lending nor OTS's enforcement author-

ity.

The revised 8560.210 states that savings associa
tions must provide the initial disclosures described
in Regulation Z at 12 CFR 226.19(b) and the ad-
justment notices at 12 CFR 226.20(c) for variable-
rate transactions. The Federal Reserve Board's
Commentary to Regulation Z serves as the primary
interpretive vehicle for 8560.210. OTS still retains
the discretion to issue its own interpretations as
circumstances warrant.

Coverage

The disclosure and notice requirements of
8560.210 apply to al closed-end adjustable- and
fixed-rate mortgage loans secured by property oc-
cupied or to be occupied by the borrower. (A
fixed-rate mortgage may or may not be fully amor-
tizing and includes graduated payment loans on
which the schedule of payment adjustmentsiis fixed
a the time of executing the origina loan docu-
ments.)

Initial Disclosure Requirements for Ad-
justable-Rate Loans

In reference to §226.19(b), savings associations
must provide the following two disclosures to pro-
spective borrowers when an application is provided
or before recelving payment of a non-refundable
fee, whichever isearlier:

the booklet entitled: Consumer Handbook on
Adjustable Rate Mortgages, or a suitable sub-
stitute; and

a loan program disclosure for each ARM pro-
gram in which the consumer expresses an
interest.

The program disclosure must include the follow-
ing, as applicable:

the fact that the interest rate, payment, or term
may change;

the index or formula used in making adjust-
ments, and a source of information about the
index or formula;

an explanation of how the interest rate and
payment will be determined, including how the
index is adjusted;

a statement indicating the consumer should in-
quire about the current margin value and
interest rate;

the fact that the interest rate will be discounted
and a statement that the consumer should in-
quire as to the amount of the discount;

the frequency of interest rate and payment
changes,

rules relating to changes in the index, interest
rate, payment amount, and the outstanding
|oan balance;

a historical example, based on a sample
$10,000 loan amount. This example must il-
lustrate all significant loan program terms,
including, for example, how payments and the
loan balance would be affected by changes in
the interest rate implemented according to the
terms of the loan.

an explanation of how the consumer may cal-
culate the payments for the loan amount to be
borrowed based on the most recent payment
shown in the historical example;
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the initia rate and payment and maximum in-
terest rate and payment for a sample $10,000
loan originated at the most recent interest rate
shown in the historical example assuming the
maximum periodic increases in rates and pay-
ments,

the fact that the loan contains a demand fea-
ture;

the type of information that will be provided in
notices of adjustments and the timing of such
notices; and

a statement that disclosure forms are available
for the creditor's other variable-rate loan pro-
grams.

Adjustment Notice Requirements

The notice requirements for adjustments are refer-
enced in 8560.210. However, 8560.35 contains
certain limitations with respect to adjustments on
home loans secured by borrower-occupied prop-
erty, or property to be occupied by the borrower.
Such limitations include:

the requirement that the interest rate corre-
spond directly with the movement of an index
or a formula or schedule set forth in the loan
contract that specifies the amount of the in-
crease and the time at which it may be made;
and,

adjustments to the payment and the loan bal-
ance that do not reflect an adjustment to the
interest rate may be made only if the adjust-
ments reflect a change in a national or regiona
index, available to the borrower and outside
the control of the association, that measure the
rate of inflation or changes in consumer dis-
posable income, or in the case of a payment
adjustment, the adjustment reflects a change in
the loan balance or is made pursuant to a for-
mula or schedule set forth in the loan contract.
(8560.35(d)(3) provides an exception to the
index rules when certain procedures are fol-
lowed).

Variable-rate Adjustments

Section 226.20(c) requires that adjustment notices
be provided at least once each year in which an in-
terest rate adjustment is implemented without an
accompanying payment change, and at least 25,
but not more than 120, calendar days prior to the
due-date of a payment at the new level. Adjustment
notices must either be delivered or placed in the
mail within the time limitation and include the fol-
lowing:

The current and prior interest rates,

The index values upon which the current and
prior interest rates are based;

The extent to which the creditor has foregone
any increase in the interest rate; the contractual
effects of the adjustment, including the pay-
ment due after the adjustment is made, and a
statement of the loan balance; and, the amount
of the payment required to fully amortize the
loan at the new interest rate over the remainder
of the loan term if that amount is different
from the payment resulting from the adjust-
ment.

Examination Objectives

To determine whether the initial loan disclosures
contain al of the required elements, as applicable,
and are being provided to consumers within the
time-frame set forth in the regulation.

To determine whether adjustment notices are com-
plete and are being issued within the required time-
frame.

To determine the adequacy of policies, procedures
and interna controls for ensuring accurate rate-
change adjustments on variable-rate |oans.

To determine that the association's employees are
operating consistent with established guidelines.

To determine whether the loan servicing system is
tested periodically for accuracy by internal or ex-
ternal auditors or other staff.
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To determine that the ingtitution's rate change ad-
justments are accurate and made when required.

To determine whether the association has included
in its loan contracts the maximum interest rate that
may be imposed during the term of the obligation
in its loan contracts.

Examination Procedures

Initial and Program Disclosures

1. Determine if the association utilizes the book-
let entitled: Consumer Handbook on
Adjustable Rate Mortgages, or a suitable sub-
stitute.

2. Review the association's disclosure policies,
procedures, and practices to determine if the
booklet entitled: Consumer Handbook on Ad-
justable Rate Mortgages and all appropriate
loan program disclosures are provided when an
application is provided or prior to the payment
of anon-refundable fee, whichever is earlier.

3. Determine through a review of the associa-
tion's loan program disclosures if they include
al of the following required disclosures, as
applicable:

a. Thefact that the interest rate, payment, or
term may change;

b. The index or formula used in making ad-
justments, and a source of information
about the index or formula;

c. An explanation of how the interest rate
and payment will be determined, including
how the index is adjusted;

d. A daement indicating the consumer
should inquire about the current margin
value and interest rate;

e. The fact that the interest rate will be dis-
counted and a statement that the consumer
should inquire as to the amount of the dis-
count;

f.  Thefrequency of interest rate and payment
changes,

g. Rules relating to changes in the index, in-
terest rate, payment amount, and the
outstanding loan balance;

h. A historica example, based on a sample
$10,000 loan amount.

i. An explanation of how the consumer may
calculate the payments for the loan amount
to be borrowed based on the most recent
payment shown in the historical example;

j- The maximum interest rate and payment
for a sample $10,000 loan originated at
the most recent interest rate shown in the
historical example assuming the maximum
periodic increases in rates and payments;

k. The fact that the loan contains a demand
feature;

I.  The type of information that will be pro-
vided in notices of adjustments and the
timing of such notices; and

m. A statement that disclosure forms are
available for the creditor's other variable-
rate loan programs.

Adjustment Procedures and Notices

The following procedures can be performed in
connection with the review of compliance with the
Federal Reserve's Regulation Z and the OTS
Mortgage Loan Disclosure Regulations. It may be
possible to use the same sample(s) of document
files drawn to review compliance with other provi-
sons relating to open- and closed-end credit.
Consequently, it may not be necessary to draw ad-
ditional samples of adjusted loans for analysis.

To vaidate the findings of the analysis performed
by management, we recommend an initial sample
of recent adjustments for two loans of each vari-
ablerate type in which an association or its
subsidiaries holds an ownership interest, only to
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the extent necessary to reach a supportable conclu-
sion with respect to compliance. If, for example, an
association has 30 different loan products and it
has reviewed its adjustment procedures for each
type and found no exceptions, the examiner should
use judgment in determining how many of those
products should be reviewed to validate the asso-
ciaion's own anadyss. In stuations where an
association has not conducted any interna review,
the examiner will have to conduct a more detailed
analysis. However, that analysis should be limited
to the number and variety of samples necessary to
assure the examiner that no problems exist or, if
there are problems, the nature and extent of them.

In choosing loan programs for sampling purposes,
minor variations in variable-rate loan documents
should be ignored. For example, an institution may
separate loan programs by minor differences in
loan features such as the initial discounted rate or
assumability. In identifying loan types, considera-
tion should be given to significant features such as
the frequency and timing of adjustments and the
index to which the interest rate is tied. A lender
may refer to “three-year ARMS’ as those loans
that are adjusted annually after an initial three year
period as well as loans that adjust every three
years. In this case, both represent significantly dif-
ferent loan types and both would be reviewed.

For the purposes of compliance examinations, the
review should be limited to transactions covered by
Regulation Z and the OTS Mortgage Loan Disclo-
sure Regulations. The review for each adjustment
should focus on compliance with the notification
provisions, such as timing and content, and
whether the adjustment cal culations conform to the
underlying obligation. The examiner's judgment
should be used to determine appropriate expansion
of initial samples, and to identify the extent and
underlying causes of any problems noted.

The type of review outlined above involves re-
cently originated loans which have adjusted. For
loans which have had interest rate changes, but not
payment adjustments, such as loans with negative
amortization features, the interest rate adjustments
should be reviewed. Examiners should also review
a sample of loan conversions, from variable to
fixed rate, since the same types of errors may oc-

cur in this process, as in caculating periodic
adjustments for variable-rate loans. For recently
originated loans which have not yet adjusted the
existence and adequacy of adjustment procedures
should be evaluated.

4. Determine through a review of the associa
tion's policies, procedures, and practices if
adjustment notices are provided (delivered or
placed in the mail):

a. At least once each year when an interest
rate adjustment is implemented without an
accompanying payment change; and

b. At least 25, but not more than 120, caen-
dar days prior to the due date of a payment
at anew level.

5. Review a sample of the association's adjust-
ment notices to determine if they contain the
following required provisions, as applicable:

a. Thecurrent and prior interest rates;

b. The index values upon which the current
and prior interest rates are based;

c. The extent to which the creditor has fore-
gone any increase in the interest rate;

d. The contractual effects of the adjustment,
including the payment due after the ad-
justment is made, and a statement of the
|oan balance; and

e. The amount of the payment required to
fully amortize the loan at the new interest
rate over the remainder of the loan term if
that amount is different from the payment
resulting from the adjustment.

6. Review the adequacy of the computer system's
or servicer's ability to handle the institution's
variable rate products. Determine if operating
procedures and internal controls are adequate.

7. Verify whether internal or external auditors or
other staff periodically test the accuracy of
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the association's variable interest rate adjust-
ment system.

a. Compare the rate change date on the credit
obligation to the actual rate change date
and to any rate change notice.

8. Determine the extent and adequacy of the in-
struction and training received by those b. Determine that the index is determined
individuals who implement rate changes. based on the terms of the contract (e.g. the
weekly average of 1-year Treasury con-
9. Determine whether the association has retained stant maturities, taken 45 days prior to the
records of index values (e.g. copies of the Fed- change date).
eral Reserve Statistical Release).
(Note: Rate changes must be made consistent
10. Veify that when the account was opened or with contractual terms. However, in some
loan was consummated that loan data was re- cases “readily available’ or “currently avail-
corded correctly into the association's able’ index vaues at the time the notice was
caculation systems (e.g., its computer). De- sent, subsequently used with the rate change,
termine the input accuracy of the: need not necessarily agree with the index value
when that value was printed.)
a Index vaue.
c. Determine that the new interest rate is cor-
b. Method for calculating rate changes. rectly computed by adding the correct
index value with the margin stated in the
¢. Rounding method. note, plus or minus any contractua frac-
tional adjustment.
d. Adjustment caps (periodic and lifetime).
d. Determine that the new payment was
11. Using a sample of periodic disclosures for based on an interest rate and loan balance

open-end variable rate accounts (e.g., home
equity accounts) and closed-end rate change
notices for adjustable rate mortgage loans
(ARMS):

in effect at least 25 days before the pay-
ment change date (consistent with the
contract).

References

(See Truth in Lending, Section 305.)
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